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I ntroduction

The Goals and Justification for the Project

The god of the project was to peform the andyss of the regisered pledge system in
Laivia  This was done in multiple sages — firs, by providing the description of the
current registered pledge systemn and then by discovering the drawbacks of the status quo
for the participants of the sysem (in paticular for the banks). Ultimady, this research
has formulated recommendations for improving the status quo and cregting a safer and

more efficient registered pledge system.

Regigtered pledge system is an integra part of creditor and debtor relationship, which are
a the core of financid sysem. A research of this question under the auspices of the
organization with a potentid to improve the exising gStuaion will undeniably promote
greater dtability, efficiency and overdl development of the financid sector, which are
express gods of the PFS (Partnership for Financial Stability) program.

Background Information

In the fird years after restoring independence in Lavia many busnesses were
experiencing difficulties with obtaining bank loans to increese money resarves or
implement development plans. Private entities had even less ability to obtain loans for the
purposes such as purchasing durable goods, building or reconstruction of red estate. Such
a dtuation was caused by the lack of economic stability and adequate collaterds for the
loans, which was increasing loan risk, as wel as by the high leves of inflation and loan
interest rates. The volume of resources, which banks could direct for long-term purposes,
was aso limited due to the short-term depost base. The Stuation was further complicated
by the banking criss of 1995 as well as by the consequences of the financid criss in
Russa in 1998. In spite of dl of the above-mentioned difficulties, the supply of loans has
notably sabilized after the crises in the banking system, with the greatest changes during
the lagt four years. An increase in the amount of provided loans was caused by the
following factors:



Latvian economy had successfully overcome the consequences of Russan

€CoNoMiC Crigs,

The number of bank dients had increased. Overdl loan qudity had dso

increased with the cregtion of pledge regidry and the increased avallability of

credit history for the companies,

Loan interest rates had decreased (from the short-term rate of 119.6% and the

long-term of 48.4% in the January of 1993 to 7.4% short-term and 5.4% long-

term in the December of 2002.). Inflation had aso decreased considerably;

The resource base of financid system had increased as it was becoming more

mature;

M acroeconomic and business environment was becoming increasingly stable.
Because of these pogtive tendencies, the amount of loans provided by Latvian banking
sector has surpassed 1.8 hillion lats in the end of 2002 (for comparison — in the end of
1993 it was only 0.3 hillion lats). The ratio of loans to GDP has increased from the 18%
in 1993 to 35% in the 2002.

Thus, the tendencies for development of regisered pledge system have been largdy
postive. However, the Stuation is far from being stable or perfect. The process of reform,
in paticular the process of creating pledge registry and legdation, is not yet fully
completed. This is an overdl problem, which includes severd more specific ones, for
example, the creation of debtor’s registry, control over the movement of pledge property,
pledge evduation, regidration and regulation of pledges. Together with al of the above-
mentioned and perhaps most importantly, there is a greast necessity for evauating current
gtuation in the indudry and its impact on the economic cdimate in the country. There
should be a discusson, involving dl of the participants of the system, about further
perspectives of improvement. The speed of development of Latvian economy has been
noticesbly grester than corresponding development of legd, regulatory and culturd
infragtructure. Therefore not al of the components of economic development have been
clearly researched and evauated. However, such an evauation is necessary, in order to

secure the successes of spontaneous development and achievement of even better results.



The Objectives of the Project

The main objectives of the project are asfollows:
To research and anayze the main descriptive varigbles of registered pledge
sysem as well as the role of the date in it. Particular atention should be pad to
the factors conducive to the development of the system, as wdl as factors
preventing it. This objective addresses the incomplete reforms, which are
described above in the background information. In addition, it will help to
evauate achieved success, future perspectives and creste a plan of further

measures.

To identify organizationa, dructurd and legd problems of regisered pledge
sysem (patidly based on its andyticd and datistical description) and offer
solutions. This objective addresses the practicd implications of unfinished and

dow reforms— control over pledges, their evauation, etc.

To identify risks and consderations of banks, which are related to the registered
pledge. This objective will help to adopt recommendations for more successful
operations of banks, which will help to creste a more efficient and developed

finendd sysem.

The authors of the research would like to express their gratitude to banks that have
chosen to provide the information for the questionnaire developed for the project as well
as persondly to Lilija Babre, Evija Sloka and Zanete Glaudina.



1. Description of Latvian Registered Pledge System

1.1. The Stages of Development of the Notion of Registered Pledge and
Corresponding Legidation
1.1.1. The Origins of Pledge Rights During the First Republic (1937 - 1939)

Although ideas about the notion of pledge have appeared in Latvian legidative
hisory dready in the XIX century, the concepts that form the foundation of modern
pledge legidation were firg included in the Civil Law of 1937. Tha law had contained
provisons for three types of pledge:

Direct pledge. This type of pledge meant, that the creditor was obtaining total control
over the pledged property.
Direct pledge with usage rights This type of pledge was the same as above with the
exception of the fact that creditor had the rights to use and obtain revenue from the
property that was pledged.
Mortgage was related to the red esate and ships, which were pledged without
transferring them under control of the creditor.
The drawback of the Civil Law of 1937 was the fact, that there were no
provisons, which would consder pledging moveable property without transferring
it under control of the creditor, which is the foundation of modern concept of

registered pledge [6].

1.1.2. The Development of Registered Pledge Concept After Regaining I ndependence
(1991 — 1996).

Quite naturdly the legidation of the Fird Republic (1918 - 1940) was ignored
during the Soviet times, and its operaion on the teritory of the Republic of Latvia was

restored only after regaining independence from the USSR in 1991.

During the firgt years snce the establishment of independence, with free enterprise
and its infragtructure regppearing in Latvia, the rigidity of the Civil Law and its inability
to respond to modern day requirements became clear reatvely soon. There were a
number of problemsin the existence that needed solutions:

- The man problem was reated to the fact, that a busnessman, who would have

to use a loan for developing on€'s business, was not interested to take ore, if



that required pledging the capitd under the rules of direct pledge that is
trandferring it under control of the creditor, because no business operation
would be possible in that case. In addition, not many businesses would own redl
estate or a ship that could be pledged under the mortgage rules, which was at the
time the only possihility for the debtor to keep using the pledge [8]. In order to
excape the gdtuaion, atificdd legd condructions where used, under which the
subject of the pledge was trandferred under the control of the control and
smultaneoudy the rights to use it were granted to the debtor.
The dtuation was further complicated by the fact that, dthough Latvian
legidation in 1992 had contained provisons for creating red edtae and ship
regidries, there was no registry for moveable property. This meant, that is was
difficult for the creditors to safeguard themselves againg fraudulent operations,
for example, pledging the same propety multiple times for different creditors.
Many Lavian commercid banks have actudly suffered from this type of fraud
during the period of 1991 - 1995. Private businesses and persons were not
registering pledges or pledged property, because the legidation did not provide
and did not require public access to that kind of information, its accuracy,
conggency and uniformity. Naturdly banks suffered, encountering problems
with recovering ther loans. Many of the loans provided during that period had
to written off, because:
- Firstly, the devdopment of Latvian banking industry during the first years
of independence was much faster than the development of other industries
in Lavian economy. The declining economy, dow speed of reforms and
flawed legidation combined preserved a high amount of risk for bank
operations,
- Secondly, dthough banks quickly increased their asset portfolios those
asets were placed rdativey arily, manly by handing out loans without
checking the ability of the dients to repay those. Those loans were
frequently not secured with any pledges, or those pledges were not properly
registered due to the lack of legd clarity of the procedure. Clients, that were
trying to obtain loans had no developed credit history, which meant even



more risks and later worsened the structure d loan portfolio. The red etate
and stock market were not yet fully operationa in the country.
All of these problems culminated in the crigs of banking industry in 1995,
which took a heavy toll on the economy asawhole.

- Thelegidlation did not grant the rights to determine the priorities of different
creditors for the same debtor to any registry. Thus one of the most fundamentd
principles of pledging property — public availability of information was violated,
because no third parties (other creditors) could find out about the existence of
the pledge As a reault difficult gStuations have occurred, when the same
property was pledge multiple times to different creditors and afterwards
fraudulently sold to somebody else, with creditors and buyers unaware.

Obvioudy, providing loans to economic agents under these circumstances was very
risky, which didn't encourage decresse in interest rates or development of the economy
as a whole. The drawbacks of this sysem had dso led to other kinds of problems, for
example, reposesson of propety by different agents, without the creditor being
informed as well as problems with determining and preserving claim rights over property.

The work to develop suggestions for solutions of the above-mentioned problems
had begun as early as 1996.

One of the proposed solutions was the suggestion to enlarge the definition of
properties, which could be pledged without transferring them under control of the
creditor, but rather registering the pledge in the corresponding registry, smilar to the
mortgage mechanism [4].

1.1.3. Creating Registered Pledge L egislation (1996 — today).

Due to the lack of experience, it was difficult to create an dl-encompassng law on
registered pledges a once. Therefore, it was decided to prepare different changes in the
dready exigsting laws, in order to a least Start the procedure of registering pledges. Later
it was planned, that after summarizing the newly edtablished prectice, a law dealy
describing registered pledge system would be drafted.

Thus, in 1997 changes in the following laws were prepared:

- TheLaw on Enterprise;

- TheLaw on Enterprise Regidry of the Republic of Latvia;



- TheLaw onAviation;

- Civil Law;

- Crimind Law;,
Suggestions were dso developed for the Law on Road Traffic, that was, at the time,
under condderation in Latvian Parliament. It was bdieved that the above-mentioned
changes were a minima legidative package that was required to begin the procedure of
registering pledged.

On the October 16™ 1997 changes were made the Article 1279 of the Civil Law
making it approximately as follows ,A pledge of the moveable property can be
established without transferring it to creditor according to the rules of registered
pledges, which are defined in other laws.”

During the preparation of these legidative changes, it was necessary to determine
the inditution, which would be registering the pledges according to the new procedure.
Two obvious choices were considered:

- regidration of dl pledges by asngle inditution,
- regidration of pledges by different inditution, depending on the type of
property pledged.

Since divison of regidration duties between different indtitutions was chegper (it
did not require cregtion of the new inditution, but only assgned additiona functions to
the dready existing ones), the government chose the second option, which was described
in the Law on Enterprise. According to that pledges were to be registered by:

- The Enterprise Regidtry;

- The Road Traffic Safety Directorate;
- State Technical Control Inspection;
- Regidry of Civil Avidtion.

As the cregtion of legd underpinnings of the regigered pledge mechaniams

continued, the following rules were adopted:
“Rules of Registering a Pledge’ of February 24™" 1998,
- “Rules on State Fees for Regigering, Changing and Erasng the Pledge’ of
February 28" 1998,



- Changes to the “Rules on State Fees for Obtaining Information from
Enterprise Registry of April 18" 1995” on February 18", 1998. [4].

After conddering and adopting dl the necessary legidative changes, the
registration of pledges had begun in the March of 1998.

Pardld to changing exiding laws the work on creating a separate Law on
Registered Pledges continued. Here, Latvia was greetly helped by the specidists of
European Bank of Recondruction and Development (EBRD) and the United States
Agency for International Development. A template law “On Operations with Collaterds’
developed by the EBRD was helpful in drafting the Latvian law. Taking into account, the
fact tha fundamentd principles of pledges were dready defined in the Civil Law, the
above-mentioned template could not be fully utilized. Only the principles that were
possible to implement within the exigting legidative framework were borrowed.

Initidly, it was predicted, that a new normative document will become a separate
pat of the Law on Commerce, later, however, due to the fact that the development of
Law on Commerce was delayed due to different reasons, in 1998 a separate draw of the
Law on Registered Pledges was prepared.

On the one hand, the law was redly required, because the practice had adready
shown tha exiging legidaive changes were not aufficdent for the successtul
development of the registered pledge. On the other hand, such an acceerated temp of
devdopment did not dlow developing the law in the sufficent amount of detal, since
there was not enough time from the beginning of registering pledges, to develop a
uniform registration procedure.

The Law on Registered Pledge was adopted by the Parliament on October 21%,
1998 and enacted On March 1%, 1999. There were changes to the law, adopted on
December 20", 1999 and enacted on January 24™, 2000.

Since March 1%, 1999 the registration of pledges is determined by the Law on
Regigered Pledges. Stll, this law will definitely require further changes, because as it's
shown in the Part 3 of this research, there are legidative problems remaining that need to
be solved.

It's necessary to mention, that during the preparation of the Law on Registered
Pledges the viewpoint on the registering institution had changed and a single
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institution approach was chosen. Therefore changes to the Law on the Enterprise
Regigtry of the Republic of Latvia were adopted. These changes stated that pledges, ther
renewas and nullifications are to be registered in the Enterprise Registry according to the
procedures defined in gppropriate laws and regulations.

In March 1998, a special division of Enterprise Registry — Pledge Registry has
begun registering pledges. Therefore, we can State, that with the enactment of the Law
on Regigered Pledges and beginning of operaion of the Pledge Regidry, a totdity of
legidation and ingtitutions has been created, that can be termed registered pledge system.

1.2. The Essence of Registered Pledge, the M echanisms of Registering
and Claiming a Pledge

1.2.1. The Essence of Registered Pledge, the Mechanism of Reqistration

It is first gppropriate to point out some legd definitions. Registered pledge is a right
to clam the pledge, which is registered in the Pledge Registry as required by the Law on
Registered Pledges. [2, Article 2.1]

Moveable property subject to registration includes ground transportation vehicles,
aviaion devices (planes) and anima herds that are subject to regidration [2, Article 1.3]

Any regisered pledge contract obvioudy requires two participants — the creditor
(pledge taker) and the debtor (pledge provider). If the two parties to the contract have
found each other and agreed on the terms of the loan and other details related to the
contract — interest rates, terms of repayment, etc. then, upon the mutual agreement of the
parties the debtor can choose any property alowed in the legidation to pledge.

The subject of the pledge is aways the property of debtor, which it is not prohibited
by lav to repossess or clam, thus propety that is not exempted from the civil
regulations. Apat from the existing property, things that are to be created in the future
can be pledged as wdll, for example, a farmer might pledge one's future harvest, n order
to obtain aloan for seeds or fud.

After agreeing on dl the detals, the parties to the contract have to go through the
application for registering a pledge, which is a procedure described in the law.
Schematicdly it can be represented as shown on Scheme 1.
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Scheme 1 Pledge Registration in the Pledge Registry

1. Application for regigtratior

Partiesto the Pledge
contract < d registry
2. Receaipt for the documents A
S c 2
After 5 days %g 2 %'é g
5. Registration or refusdl: ‘E S s ga
> toregiser apledge; = s g g o
> toregister changesin the § T O o8
pledge information; g8 || g2
> toregister the gpplication <P Q
for erasing the pledge o = vl ¥
record;

Moveable Property Registries

» Road Traffic Sfety Directorate;

» State Technicd Regulation
Ingpection of Ministry of
Agriculture;

» Avidion regidry;

» Other regidries,

As seen from the Scheme 1, regidration of a pledge occursin the following way:

1. One of the parties to the contract submits the regidtration application (or the

2.

gpplication to change the contract) to the pledge regidry. It is possble to do it
persondly, by coming to the Pledge Registry main office, or regiond offices of
Enterprise Regidry. It is dso possble to mal the necessary documents. In the
2003 the possbility for certain parts of the application process to be completed
eectronically has appeared. The date fee for pledge registration (25 lats for
edablishing the primary regidration or renewing it, 10 lats for changes in the
contract, and 5 lats for erasng the pledge record [7]) is usudly pad by the
borrower.

After submitting the agpplication for regigering a pledge, the borrower obtains a
recept from the Pledge Registry. This document includes the application
references number, date and time of receiving, as well as the day when the

decison can be obtained. The details on the stages the process of reviewing is at
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are possible to obtain on the Internet, where the application can be located by
the reference number.

3. If property that is being pledged, is subject to regidration, that is it congsts of
ground transportation vehicles, aviation vehicles or herds, then Pledge Registry
eectronicaly submits the application for regigering a pledge to the
corresponding  registry (Road Traffic Safety  Directorate, State  Technica
Regulation Ingpection of Minigtry of Agriculture, Aviation regidry, €etc.).

4. Those regidries notify the Pledge Registry about regisering or refusng to
regiger a pledge in 2 days, even if a plane or a herd is being pledged, the
corresponding registries are required to speedily process the request of the
Pedge Regidtry.

Itisnot possible to register the following types of property as a pledge:
- Ships

- publicly traded stock;

- aclam derived from a check or a note payable;

5. Pledge regidry reviews the gpplications for regidration in the order they were
submitted (it isimpossible to accelerate this procedure) and:

a. dther registers a pledge, by issuing the a corresponding document — a
pledge regidration act,

b. or refuses to register a pledge, by issuing a decison. If multiple things are
pledged and there is a refusd to regiser a pledge for a transport vehicle,
plan or anima hed, it's excluded from the totd pledge (with a
corresponding decision issued), but the rest of the property is <till pledged.

Pedge regidration lads five days excuding the day of submitting the

documents. The gpplicant is to vigt the Pledge Regidry for a decison on the

date specified in the receipt of the documents provided before. [7].

1.2.2. The Mechanism of Claiming a Pledge

The objective of the Law on Regisered Pledges in defining the mechaniam of
caming a pledge, is to equdize the wish of the creditor to quickly recover the loan in
case of difficulties, and the lawful rights of the debtor.
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In case the terms of loan repayment are violated, the creditor can clam the pledge
and <l it, in order to recover the principal amount of the loan.

The creditor obtains the rights to claim a pledge, when:

1. it's time to repay the loan (or make a periodic payment associated with the loan

and interest) that is secured with the pledge;

2. thedebtor did not fulfill one s payment commitments,

3. the creditor has reminded the debtor about faling to fulfill the payment
obligation and about the intent to sdl the subject of the pledge, unless the
contract specified the rights for the creditor to sl the pledge without warning.

The Lav on Regigered Pledges and the Law on Enterprises and Enterprise
Insolvency dlow the creditor to sdll the property pledged in order to recover the amount
of the debt. The property has to be sold, it cannot be held instead of the debt, unless the
debtor had agreed to that beforehand.

The creditor is dlowed to ask the officer of the court to clam the pledge property
in accordance to the Law ingtead of doing it onesdlf. The creditor in that case should turn
to court with the request to use the right to clam the pledge. To that one should attach the
act of regidration provided by the Pledge Registry and additiond documents (Article
403. of the Code of Civil Regulations) [1].

The courts checks whether the pledged has been registered in a due process and
whether there has been a falure on the pat of debtor to meet on€s payment
commitments (Articles 404. and 405. of the Code of Civil Regulations)[1]. Only after
recaving the decison of the court, the creditor can ask the court officer to clam the
property. This procedure has to be performed in 10 days, however in practice it can take a
longer period of time.
> Selling Property, in case of Multiple Creditors

If there are multiple creditor, the creditor responsible for the sale, has to appoint the
depositor of income, who will preserve the proceeds of the sde and depost it in a
Separate account. A bank, a sworn auditor, a notary public or a lawyer can act as income
depositor. One of the creditors can act in the same capacity with the agreement of dl the
other creditors. The debtor cannot act as income depositor. (Article 44.) [2].
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The person, managing the sde, obtains the information from Pledge Regigry, in
order to prepare the list of creditors, containing the priorities of ther cdam rights and
sums of money, that are due to each of the creditors. After the creating the ligt, it has to
be provided to the debtor and dl the creditors who have the interest in the pledged
property. According to the Article 33.2 of the Law on Registered Pledges it is assumed
that the information contained in Pledge Registry is correct, however Article 454 dlows
the creditor and the debtor to contest the information contained in the list, by providing
their objections in the next five days, including the day, when the manager of the sae had
provided them the list.

The Law on Regigered Pledge gives the manager of the sde the capacity to modify
the list, based on the objections recelved, or to inform the ceditor and the debtors, that
the lig is not going to be changed. Objections to that decision are resolved with the help
of the court.

According to the Article 46 of the Law on Registered Pledges the proceeds of the
sde are to be divided between the creditors in 30 days. However, there is no time
limitaetion for cregting and spreading the above-mentioned list of creditors. Overdl, the
process does require condderable time investments in the legad proceedings and can
sometimes be cumbersome.

The proceeds of the sde are divided in the following way:

1. Compensation of the income depositor;

Codts of sdling the pledge;

Pledge storage costs,

Claims of the creditors according to their respective priorities;

Unsecured clams rdated to the pledge that is clams, that exceed the agreed
amount of the secured clam;

6. Therest of the proceeds, if thereisany, is paid back to the debtor;

o &~ W DN

If, the proceeds of sde of the pledge are not enough, to repay the debts due to
creditors in accordance to the loan agreement, they have the right to attempt to recover
the missng amount by suing the debtor. The target of that lawsuit is the other property of
the debtor, up to the limits of his potentid liabilities.
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Articles 43.7 and 47 of the Law on Regisered Pledges date, that absent the
evidence of conspiracy between the creditor and the buyer of the pledge, the sde is
consdered to be far and the buyer can acquire the pledge, even if the debtor is trying to
contest the sdes price and the following payments to the creditors. However, the
creditors are themsdves responsible for obtaining the highest price for the sde and not
ddlaying the sdle unnecessarily (Article 43.3 of the Law on Registered Pledges).

The income of the sde has to be used to cover clams related to the pedge. With
that the law understands the amount of the debt that both sides had agreed upon, when
filing and gpplication for regigering a pledge (Artice 10.3.1 of the Law on Regisered
Pledge). Claims related to the pledge, which are not covered by the poceeds of the sde,
are consddered to be unsecured claims (liabilities).

The Law on Regisered Pledges provides two ways for a creditor to redize his
rightsto the pledge and sl it:

» Selling a Pledge on the Auction

If the creditor is not granted the rights to sdl the property without an auction
neither in the contract, nor in accordance with the Article 38.2 of the Law as the newest
(last) creditor, the sde of the pledged property is done in accordance with the Article 37
of the Law on Regisered Pledges (further termed “The Law”) and the Articles 2073 of
the Civil Law and rdated aticles. Article 37 of the Law specifies different actions that
need to be teken, including advertisng the auction in the officd Latvian newspaper
“Latvian Courir” and at least in one other newspaper no later than a month before the
day of the auction. The natification should specify:

- the names and locations of the creditor and the debtor (their respective legd
addresses), their regidration data, but for private entites — ther name and
surname,

- ashort description of the property on sde and its location,

- aplace, when one can acquire the conditions of the auction as well as the sarting
bid,

- the time and place of sde, as wdl as the auctionesr, if the sde is entrusted to the
third person,

- other rules of the auction, which the creditor believes necessary to be specified.

16



» Sale of the Pledge without an Auction

According to the Article 38 of the Law the creditor and the debtor can agree in their
pledge contract, that the creditor has the right to sdl the pledge without an auction.
However, these rights cannot be granted to only one creditor. If such a right is granted,
upon edablishing the pledge, it is consdered that al the subsequent creditors have
gmilar rights.

At least 30 days before the planned sde of the pledged property, the creditor has to
notify the Pledge regisry about one's intention to sdl the pledge. Before notifying the
Pledge Registry, the creditor hasto send a copy of this notification to the debtor.

The Pledge Regidry is respongble for sending copies of the natification to dl the
other creditors. The natification has to include the following information:

- the names, legd address and regidtration data of the creditor and the debtor (for
privete entities — name, last name, address and persona code, of in the absence of
persona code — some data of the identity documents),

- description of the pledged property,

- date and reference number of the pledge registration,

- thedam, which the sdeis meant to stisfy,

- the condition that grants the right to the creditor to use on€'s right to the pledge
(foe example, the loan agreement or the law).

According to the Article 42.4 of the law, the debtor can contest this sales notice and

the sdeitsdf in court.

1.3. The Macroeconomic Role of Registered Pledge System in Latvia

1.3.1. The Role of the Registered Pledge System in the Economic Devel opment

In order to explan the role of regisgered pledge sysem in the economic
development, it isimportant to distinguish two parts of the economy:
- The red sector. This group includes businesses that offer services or goods on the
market. They usually act as debtors or providers of pledges'.

! This research does not consider the case, when one business receives aloan from the other one, that isthe
transaction occurs without involvement of the financial sector. Thistype of loansisrelatively rare.
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The financad sector. This group incudes financdd inditutions that redistribute

funds, by taking unemployed financia capital from the branches of the economy,

where there is a surplus and placing them esewhere, where there is a shortage of

funds. Thisingtitutions act as creditors, accepting the pledge.
Such a divison in sectors is grounded in the fact, that the development of registered

pledge system is dependent on two participants of the crediting process — the creditors
(the financid sector) and the debtors — the businesses (red sector). The decisions these
economic agents take are dependent on a series of conditions that are discussed below.
The creditors (financia sector), are ready to provide loans and accept registered
pledgefor collaterd, if thereis:
1.

the necessary legal foundation;

2. adeveloped financial sector, including the banking industry;
3.
4. controlled inflation. Inflation is the most ggnificant factor out of everything

a devel oped secondary market for moveable property;

that influences the loan interest rate, because, if the levd of the inflation in the
country is increasing, banks will compensate for that by including inflation
cods in the loan interest rate, which invariably means a dramdic increase in the
later. Under the conditions of economic criss in the country, it is dmogt
impossble for banks to predict the levd of inflation. The level of loan risk
becomes extremely high and banks have to compensate with a higher interest
rate for the loan, as wdl as consarvative esimation of the vaue of the pledged
property. The loan interest rate is usudly determined by adding the vdue the
creditor deems necessary to the interbank loan interest rate;

On the other hand, the borrowers, i.e. busnesses who possess property, that can be
pledged, are ready to offer their assets as collaterd for the loan to further ther

development and pay the interest rate, when they deem the offer competitive and
beneficid

1.

. Their decison making is dso affected by multiple factors, such as
the amount of the loan, that they will be able to get for their pledge,

2. incaseof leasng — the amount of down payment,,
3.
4

. theinterest rate,

the term of the loan,
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5. other conditions rdated to obtaining the loan, the rules (insuring, evauding
the pledge, etc.) as wdll as payment schedules,

6. speed of reviewing application for the loan and the amount of paperwork
involved,

7. demands of the bank against the cash flow of the debtor.

The macroeconomic role of the registered pledge sysem is shown on Scheme 2

displaying the relationships between the main participants of the process.

Scheme 2. The Impact of Registered Pledge System on Economic Development

Real sector of the economy

BUSNesse< 1. Business pledges State
Their assets assets
long-term > Pledge Registry
Invesments
current, liquid assets
2. Banks use
A registered pledges as
4. The company utilizes the loan collaterals for the
and develops. They repay the loan loans.
with interest contributing to the
development of the financial sector. L 4
Financid Inditutions

Financial sector of the economy

3. Banks provide loans, that are necessary for_investment,
which means business development and increasein GDP

This scheme displays the process of providing loans and its main podtive impact —
further development of both the bank and the business, which ultimatdy results in the
increase in the gross domestic product (GDP), which is one of the most important
macroeconomic indicators.

The initiator of the process is the business, a part of the rea sector of the economy,
which possesses assets than can be classfied as long-term assets and current, liquid
asets. Almogt anything of the assets of the business can be used as a pledge as long as it
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is not prohibited by the law. Mogt of the assets are of the materid nature, for example
trangportation  vehicles, production machines, inventories of goods and materids
financid capitd, etc.

The main meaning of registered pledge in the cycle of providing loans to
businesses is its usage as collateral for the loan. Regisered pledge is not the only
possible type of collaterd, however for busnesses regisered pledge is often the most
appropriate type of collaterd. Thus, businesses can obtain additional financing in the
form of loans using registered pledge for the collateral. Financing is used to generate
investment, the ultimate purpose of which is to increase the assets of the business — by
expanding production, improving qudity or, for example, by acquiring another company.

As businesses develop and increase their assets, they can be repesatedly used as
collaterds for the loans. Apart from that, with the successful operation of the busness, its
profits, production or the qudity of output increase, ultimately improving the economic
gtuation in the country as awhole.

A dmilar process is occurring in the financid sector — by successfully placing ther
asts, banks postively influence the economy and create additional income for the dtate
as wel as themsdves. In this way, loans pogtively influence the development of different
businesses (on the microeconomic level) as wel as the development of the economy as a
whole (on the macroeconomic leve).

Therefore, the main macroeconomic role of registered pledge is to support the

process of providing loans increases investment in the economy and therefore

increases the gross domestic product.

In the further chapters, we will consider the dynamics of these macroeconomic
indicatorsin Latvia

1.3.2. The Development of Loan Supply in Latvia

The dtuation in the banking sector is universdly beieved to be one of the man
indicators of the economic development. Indicators of Lavian commercid banks, which
have been seadily growing during the last three years are an evidence of a period of
stable development.
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Supply of loans is a very important process in the economy, because it helps the
busnesses to achieve targets that are important for ther development, such as the
increase in current assets and continuing investment in the business. The lagt objective is
especiadly important with Latvia joining the European Union.

In the last three years, the volume of provided loans has been rapidly growing,
which can be explained by the relaive economic dability in the country and an increase
in the generd wedth of the population. A decrease in the interest rates and loan risk was
a0 undeniably conducive to the growth of the amount of loans. During these years, the
Bank of Latvia has decreased the mandatory reserve rate, which is currently at the leve
of 3%. Therefore banks have the ability to divert more resources to providing loans.
Currently, thereis no evidence that this Stuation might change.

Successful development of loan supply in Latvia can be described with different
indicators, such as

- the proportion of loans in the tota assets of Latvian commercia banks (see
Tablel and Graph 1),

- thetota amount of loans provided by Latvian banks (see Table 2, Graph 2),

- the totd number of registered pledges and the tota amount of clams (see
Table 3 and Graph 3).

Tablel

The Proportion of Loansin the Total Assets of Latvian Commercial Banks
(1994 — 2002) [5]

Year | Loansas part of total assets, %
1994 44,40%
1995 29,80%
1996 25,30%
1997 29,67%
1998 43,46%
1999 43,34%
2000 40,27%
2001 47,30%
2002 48,05%
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Graph 1. Loansin Total Assets of Latvian Banks
(1994 - 2002, %)
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During the firg years dfter the restoration of the independence (in the beginning of
the nineties) many Latvian companies as wel as persons had difficulties with obtaining
bank loans. As specified above, this stuation was not due to the abstract lack of banks
willing to provide loans, but by a series of negative factors, such as, for example:

overd| ungtable economic climate;

the lack of adequate collateras for loans, which dgnificantly incressed loan
rik. It has been mentioned above that the notion and the system of registered
pledge did not yet exist a the time;

relatively high leved of inflation and loan interest rates;

the lack of trugt in the banking sysem among the generd population meant a
limited volume of bank long-term resources [4].

However, in spite of dl of the above-mentioned negative factors, the tota amount
of the loans in the bank asset portfolio in 1994 has already been 44.4% of the total assets
(see Table1 and Graph 1).

Such a rapid increase in the loan portfolio, combined with the lack of experience or
regulation in the banking industry became of the reasons for the criss of 1995, which led
to the decrease in loans from 44.4% to the 29.8% of the total bank assets.
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After overcoming the consequences of the crigs in Latvian banking system, one
could notice the pogtive tendency in the deveopment of loan supply — Latvian banks
began to actively provide loans, which meant further improvement of economic Stuation
in the country, as well as by the fal in the interest rates for the I-month Latvian bonds to
2.68% (1 month bond).

One of the main results of these events is the development of adequate legal
mechanisms for collateral and the creation of Pledge registry and corresponding
legislation during 1998 — 1999.

As it can be seen from the Table 1 and Graph 1, in the end of the nineties loans
had a clear tendency to grow in the total assets of Latvian commercia banks. Currently,
the amount of loans in the assts has dabilized, remaining dightly under 50% (one
should note, that in particular large banks it can achieve up to 75% of the totd volume of
assts), however since the absolute amount of bank assets is congantly growing, the
absolute amount of loans is aso congantly increasing, which shows the development and
growth of Latvian banking sysem. Thisis shown on Table 2 and on the Graph 2.

Table2
TheVolume of Loans Provided by L atvian banks, mill. Lats (1995 — 2002) [5]

Y ear Volumeof Loans, mill. Ls
1995 248,8
1996 287,7
1997 501,6
1998 732,6
1999 850,5
2000 1086,7
2001 1635,7
2002 2125,1
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Graph 2. The Volume of L oans Provided by Latvian Banks, mill. L<
(1995 - 2002)
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The balance of loans provided by the banking sector has exceeded 2 hillion lats at
the end of 2002 (with it being only 0.3 hillion &t the end of 1993).

The ratio of loans to GDP has aso increased from the 18% in 1993 to 35% in the
2002. The fastest increase in loans was observed in 2001 (by 50.5%), with the significant
development in the economy at the same time (GDP has increased by 7,6%).

A dgnificant pat of the loans provided were mortgages (in 2002. they were about
20% of tota loans). However, the grestest weight in the bank loan portfolio belongs to
the commercid 1oan — more than 40% in the 1% quarter of 2002 [5].

Obvioudy, with such a rgpid growth in the loan portfolio, specid attention has to
be paid to the quality of the loans, because a large amount of bad loans can easily destroy
the financid system of the country. This has been proved by the banking crisis of 1995.

In order to further encourage development of loan supply, & the same time
improving the qudity of loans provided, different measures were taken lowering the tota
loan risk. One of the most significant innovations of that kind is the creation of the
mechanism of registered pledge that secured creditors from fraudulent operations with
collaterals. The development and enforcement of legislation has ensured relatively
quick increase in the number of registered pledges and the total amount of claims (see
Table 3 and Graph 3).
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Table3
The Number of Registered Pledges and the Total Amount of Claims
(1998 — 2002)?

Year | Number of Registered Pledges | Total Amount of Claims, mill. Ls
1998 3381 915.740.353

1999 3876 827.260.641

2000 6206 1.839.608.938

2001 8014 2.571.891.774

2002 8610 3.791.471.949

Graph 3. The Number of Registered Pledges and the Total Amount of
Claims (1998. - 2002.)
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From the Table 3 and Graph 3 it is possble to see that registered pledge has the
potential to become the most popular collatera for the loans, with its popularity risng
dramaticaly.

Other messures, such as the accumulation and publication of information about
the loan operations of different businesses in fredy avalable or paid databases have dso
contributed to the decrease in credit risk.

It is important to note, that specific amounts of utilized loans, ther types and
dynamics in different indudries are determined by the dgnificance of corresponding

2 According to the datain the L ursoft database.
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indugtry in the economy, the particularities of its operdtion, as wel as the volume of
investment, its structure and financid condition of the indudtry.

1.3.3. The Dynamics of | nvestment in Latvia

Among dl the factors describing the overdl economic climate in the country,
development of the business activity is particulaly important in context of this research.
It is the entrepreneurs, who use the mechanism of registered pledge, in order to obtain
finances (loans) to finance their operation and development (investment).

It is possble to point out the dynamics of invesment (capita formation) as one of
the macroeconomic indicators of busness activity in the country. Quite naurdly, here,
just asin loans, thereis a positive tendency to be observed.

The average growth rate of the investment in Latvia from 1996 till 2002 has
reached 17.9%, amost four times exceeding the average GDP growth over the same
period of time. Therefore, the investment part of the totd GDP has increased from 18.3%
in 1996 up to 26.4% in the 2002, which is the highest indicator among the European
Union candidate countries.

Table 4 and Graph 4 show the dynamics of investment (gross capitd formation in
real prices) [9].

Table4
Investment in the Public and Private Sectorsin Latvia
(1998 —2002) [9]

Year | Investment in the public sector, | Investment in the private sector,
m., Ls mill. Ls

1998 400,8 502,7

1999 417,0 4412

2000 455,6 607,3

2001 430,1 718,7

2002 453,6 837,4
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Graph 4. Investment in the Public and Private Sector in Latvia (1998 - 2002)
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When gudying the dynamics of invesment by forms of property, it is possble to
see, that during the period from year 1998 to the 2002 the rapid rise of the investment
was manly caused by the invesment in the private sector. Their average annua growth
has achieved amost 33%, which is amogst four times greater than the same indicator for
public sector. This is dso an important fact, because loans are one of (but, of course, not
the only one) the most widespread private sector investment financing sources, different,
from public sector, where tax money could serve as the source of financing.

It dso has to be noted, that the volume of the invesment in the public sector,
during the time period under condderation has remaned virtudly unchanged, fluctuating
about 450 million lats.

1.3.4. The Dynamics of Gross Domestic Product in Latvia
Ever dnce the middle of the nineties there is a reatively dable tendency of

economic development and growth of the gross domedtic product (GDP) exiding in
Latvia

Table 5 and Graph 5 show the dynamics of Lavian GDP (indexed in red prices
assuming the 1995 for the base year) [9].
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Tableb
Latvian GDP (indexed, assuming the GDP of 1995 equal to 100)
(1995 —2002) [9]

Y ear GDP
1995 100,0
1996 103,7
1997 112,4
1998 117,7
1999 121,1
2000 129,3
2001 139,6
2002 148,1
Graph 5. Latvian GDP (indexed, assuming the 1995 GDP = 100)
1995 - 2002.
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During the time period from 1996 to the year of 2002, Latvian GDP has grown by
amog 50%. In particular rapid growth has been observed in 2001 and 2002 — 7.9% and
6.1% respectively. Currently, the rate of Latvian economic development is decreasing,
mainly due to the wesk externd demand for exports and overal negetive tendencies in
the world economy.

Although the rate of GDP growth is much higher than in the developed Western
countries (for example, the average rate of GDP growth in the countries of the European
Union is only agpproximady 2%), in Lavia the GDP per capita, cdculated in the
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purchasing power parity units is 4ill only 33% of the average levd of the European
Union, according the Eurostat data [9)].

Thus, after analyzing the abovementioned tendencies in Latvian economy, we
can conclude, that the system of registered pledge — the legislation and state
institutions forming the mechanism of registered pledge have direct influence on the
economic conditions in Latvia. The development of registered pledge system exerts a
positive influence on different spheres of Latvian business and economic [rocesses.
This positively influences the ability of companies to further their development, using
bank loans, which leads to the increase in the income of the state, obtained through
taxes, overall economic development, increase in GDP, the development of financial
market and other positive phenomena.

Therefore it isincreasingly important to analyze and improve the mechanism of
the registered pledge, in order to stabilize what has been achieved already and ensure

further development.
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2. Thelmpact of the Registered Pledge on the L oan Decisions
in Latvian Commercial Banks

2.1. The Questionnaireof Latvian Commer cial Bankson the Register ed
Pledge System

A questionnaire targeted at commercid banks was developed as a pat of this
research. The am of the questions was to determine the influence of the registered pledge
system on the process of providing loansin Latvian banks, by describing the influence

- quantitatively, by summarizing the reaionship between the registered pledge
and the following factors:
0 loaninterest rates,
0 loan amounts,
o the popularity of different types of property as registered pledge.
- a wdl as qualitatively, summarizing the opinion of the banks on the
following questions:
0 thecriteria of accepting aregistered pledge;
0 the problems of registered pledge system;
0 recommendations of banks for Sate ingdtitutions and the Association of
Commercid Banks of Latvia
The actud questions contained in the questionnaire are provided in the Appendix 1. 6 out
23 commercia banks operating in Latvia chose to respond to the questions. However,
they represent al of the three groups in the banking sector’. The results of the
questionnaire are summarized in Tables 6 — 11. The datidicd information in those is
accurate as of the March 31%, 2003, but since the nature of the information alows stating
that the tendencies it describes are unlikely to change very regpidly and the data can be

consdered relevant for future time periods.

3 One can separate three groupsin the Latvian banking sector, based on the volume of assets of the
bank. The first group — large banks have asset portfolio that is greater than 150 million lats, the second
group — medium banks with asst portfolio, which is larger than 50 million lats and finally the third group —
small banks with asset portfolios up to 50 million lats. Historically, in Latvia the size of the asset portfolio
of the bank also determines the niche of operations and the potential clientele of the bank.
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In order to establish the meaning of the registered pledge in questions related to the

conditions of the loan, the following questions were included in the questionnaire:

by how much percent can the interest rate be decreased dependent on different
types of collateras provided,

what is the possble amount of the loan (as a percentage of the vaue of the
collaterd);

how much ae there of different types of collaerds in the totd collaterd
portfolio of the bank;

what kinds of collaterds are used for different kinds of loans;

what is the proportion of total accumulated bad debt expenditure that is related
to the loans, where registered pledge has been used as a collaterd, (in %0).

The am of the quedionnare was not only to determine the influence of the

presence of registered pledge on bank decisons about the conditions of loans, but also to

rescarch the place of the registered pledge among other types of collaterd, to determine

the proportion of the registered pledges to the totad amount in the collatera portfolios and

to determine unsolved problemsin the legidation on the registered pledges.

In the questions, which concerned collaterals, respondents were offered the

following possible types of collaterds (gpart from the obvious registered pledge):

rea estate;

publicly traded stock;

Wege,

other types of collaterds, for example, bank certificates of depost, third
party guarantees, etc.

Since the registered pledge is a wide category in terms of the amount of property
that can be involved, regisered pledge as a type of collatera was divided by the

fallowing main types of property:

trangport vehicles,
production machinery;
inventories;

other moveable property;
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Further in this part, we shdl consder the responses of Latvian commercid banks to
the questionnaire, which will dlow us to make conclusons about the influence of the
registered pledge on the process of providing loans.

2.2. The Significance of the Registered Pledge for Banksin Making
L oan Decisions

2.2.1. The place of registered pledge among other pertinent factors

The review of the loan gpplication and the decison on it has aready become the
gandard procedure in dl Latvian banks, because that is the only way banks can reman
capable to quickly react to client demands and remain competitive.

This kind of effective dandardizetion means, tha banks have a developed

mechanism, which takes into account not only the presence of registered pledge (or other
type of collaterd), but aso other factors, that could influence the decison of the bank on
providing the loan.
It is possble to outline the following characteristics of the potential debtor, which
are likely to be sgnificant in the decision making process of the bank:
the business plan of the client. A busness plan is an dl-encompassng
document, which includes both generd perspectives for the busness (the
popularity and novelty of the idea, the number of possible competitors, etc.), as
well as vary detaled financid cdculations (the predicted amount of income and
expenditure, possible sources of repaying the loan, etc.). The exisence of this
plan is particularly important for new companies or companies that have not yet
been crested and need money to begin actud operation. Commercia banks
often mention the lack of a good business plan as the main reason for denying
loan gpplication.
the credit history of the client. Reatively recently, there was no information
accumulated on the Latvian busnessmen that are debtors, however now, severd
databases are avalable, which summarize the information about the companies
that faled to meet ther obligaions and ther management. The main
goplication of this information is preventing the posshility of repeated fraud
being committed. When reviewing agpplications of the smdl busnesses,
persond credit history of the owner might aso be of an importance.
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the industry of the client. Often, it is believed that certain indudtries of the red
sector of the economy are more promising than others, and therefore obtaining
loans for representatives of one industry might be esder than for the
representatives of the other. These conclusons might be based, for example, on
the weight of a given indudry in the GDP, however they are not redly
uncontestable. Although retall trade comprises more than 20% of the Latvian
GDP, not dl banks would be ready to provide loans to yet another trading
company, because the possible market for them is aready very saturated.
the income flow of the client. For the exising companies, this agpect might
play the most important role, because it directly describes the chances of
repaying the loan and the interest in the future.
the type of collateral offered —real estate, registered pledge, bank deposits, etc.
Thus we have deermined five man citeria (induding the exigence of the
registered pledge), which banks could take into account, when reviewing an gpplication
for the loan and deciding on it. In order to determine, what place among the above-
mentioned criteria does the presence of registered pledge take, a question was included
that was asking the respondents to arrange five factors in the order of their importance for
their decison-making. The replies of the respondents are summarized in Table 6.

Table6
Evaluating the Importance of Client Characteristicsin the Decision-making of
L atvian Banks*

Criterion The Importance of the Criterion

(1 — mogt important, 5 — least important).

1 2 3 4 5
The business plan of the dient 16,79%° | 16,6% | 66,7% - -
The credit higtory of the dlient 66,7% - - 33,3%
The type of collaterd offered (red edtate, 16,7% | 66,7% - - 16,6%
registered pledge, deposit, etc.)
The indudtry of the dient 16,7% - 16,7% | 33,3% | 33,3%
The income flow of the dient 66,7% | 16,6% | 16,7% - -

* Results are based on the summarized responses of the questionnaire. Some banks felt unable to
differentiate and assigned a“1” for two or more criteria, which explains the arithmetical inconsistencies.
® 16,7% of the questioned respondents believe that the business plan of the client is one of the most
important criteriawhen making decision on the loan.
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Although severd banks mentioned that, in praectice, it is different to drictly arrange
the criteria that the question mentions, from Table 6 it is possble to see, that the mgority
of banks that is 66.7% out of the banks questioned believe tha the type of collaterd is
one of the most important factors (taking the second place after the credit history of the
client and ones income flows, whose sgnificance banks rated the highest), in making the
decison on providing the loan. This is a testimony to the fact, that registered pledge has
become a type of collaterad that can be used by both banks and companies that are
looking for loans.

Sill, it is possble to see from the Table 6 that the collatera is not the main factor,
indeed there were banks, which ranked that factor last. When teking decisons on
providing loans, banks consder factors such as the revenue stream of the client and on€'s

credit history to be of primary importance.

2.2.2. Evaluating a Pledge when Making a Decision on the Loan

From the bank sandpoint, every pledge has multiple risks associated with it,
because the object of the pledge can be stolen or sold, and its vaue decreases during its
usage. Therefore banks agree to provide only 65% to 80% of the actud vaue of the
pledge as a loan (including the interest payments), which is to be secured with that
pledge. The percentage, obvioudy, can fluctuate, depending on other risk factors, the
bank decided to take into account.

Every potentid pledge is classfied by the bank from the criteria or its acceptability
and aufficiency. The acceptability of the pledge is determined by two éements — the
quality of the value and the ability of the creditor to contral its safety.

Intheided Stuation an acceptable pledge has to have the following characterigtics:

dable value, easily expressed in money terms;

the possibility to control the pledge;

the possibility to quickly sl the pledge;

the value of the pledge, which is greater than or equd to the loan provided,;
legaly guaranteed rights on the pledge for the bank.

Bank’ s procedure of pledge evauation includes the following e ements:



determining the property rights of the debtor over the pledge, and the reliability
and sufficiency of the documents, that are required to register a pledge of given
type;

checking, whether the subject of the pledge does't have any nationa or
culturd vaue, whether it is not date property and whether it can serve as a
pledge according to the exigting legidation;

visud check of the subject of the pledge, if it is red edtae, trangport vehicle or
another physical object;

obtaining a confirmation of the fact, tha the subject of the pledge has not
aready been used as a collatera for another loan, from the debtor;

determining the market and pledged vaue of the offered collaterd;

determining the possible amount of the loan.

The time of the “useful life’ of the pledged property has to be commensurate to the
term of the repayment of the loan, it dso has to be insured by the insurance company
bank deems acceptable.

The typicd conditions of the loan contract grant the rights to regularly inspect the
subject of the pledge to the bank and add a responsibility for the debtor to ensure these
ingpections are possble. Bank may aso ask the debtor to increase the value of the
pledged property, if the bank determines that its value has decreased or has doubts about
the timely repayment of the loan.

Summaizing al of the above-mentioned, it's possble to state, that, when deciding
the questions of the acceptability and sufficiency of the pledge, bank has to take into
account the following factors:

- theliquidity of the pledged assets, which is determined by the following:

0 theexistence of the secondary market;

0 avaiety of potentid buyers,

0 the exisgence of independent evauations for certain objects (for example,
trangport vehicles or machinery) it is required to obtain the evauaion of
the independent ingpector about their market and liquidation value;

0 the posshility of determining the market price;
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0 the cost associated with the potentia disassembly, transportation, storage
and sale.

the quality of the assets, which are included in the pledge. This can be evauated
using financid reports and more detailed specifications;
the relationship between the market value of the pledge and the size of the loan,
according to the credit policy of the bank, and how often does it have to be
reviewed. Bank in this case is concerned with the liquidation vaue of the pledge;
the immunity of the pledge against inflation;
the ability to lawfully claim the pledge, in case the debtor is defaulting on his
contract commitments. Before providing the loan, bank has to check whether
there are dready clams in existence, that target the assets, which are offered as a
pledge;
the availability to control the existence of the assets that are pledged (prohibitions
on trangport vehicles, inventory financing schemes, etc.) and the possibilities of
repossessing them, in case of bankruptcy of the business. Bank has to perform
periodic checks of the existence and condition of the pledge. The object of the
pledge is reviewed on dte, as the representative of the bank evauates its physca
condition and appropriateness for the loan provided;

Therefore, banks may not accept a pledged property for the collateral due to the

following reason:

the vadue of the potentid pledge and the amount of loan demanded does not
correspond to the requirements of bank’ s credit policy;

the evaduation of the pledge is consdered invalid or inadequately high;

it is not possble to provide sufficient control over the pledged assets for the
whole term of the loan (for ingtance, debtors are registered in the foreign
countries);

different ‘complications (prohibitions, locetion in the closed or closdy regulated
territory, unclear property rights, etc.);

lack of liquidity for a pledge (due to having inappropriate physica condition, for
example, trangport vehicle, which is older than 5 years, or a limited market, where
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it is possible to sl the pledge) or potentidly larger problems with cdaming the
pledge (costs, lega obstacles, etc.)
- the financid data, which is used as a foundation for determining the vadue of the
pledged property, is deemed doubtful.
In the next chapters, we shal review how banks vaue registered pledge, not only
when making the decison about providing the loan, but dso, when deciding on the

conditions of the loan.

2.3. The Significance of the Registered Pledge in Determining the
Conditions of Loan Provision

2.3.1. Relationship between the | nterest Rate and the Collateral Offered

In the previous paragraph, it was concluded, that registered pledge has a significant
influence on the decison of the bank about whether a particular project is worth to be
financed by the loan. However, this is only the firs decison, which the banks personnd
have to take, implementing bank’s loan policy. In case, if there has been a decison to
provide a loan, it is necessary to respond to a series of follow-up questions, which
determine the conditions of the loan. Among the main congderations are:

- theinterest rate (aswell asitsrelationship to the type of collaterd offered);
- the amount of the loan (and its rdationship with the declared vdue of the
pledge),

In this chapter, we will review the opinions of the respondents on the reationship
between the interest rate and the type of collaerd offered. The answers of the
respondents to the question that deals with this issue are summarized in Table 7.
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Table7
Variability of Loan Interest Rates by the Type of Collateral in Latvian
Banking System (31.03 2003)°

Possible decrease
Type of Collateral (increase) in theloan
interest rate, %
(from - to)
Redl estate -0.5% .. -3%
Moveable property (registered pledge), including:
motor vehicles -0%..-2%
inventories -0%..-1%
mechinery -0% .. -2%
other movesble property -0%..-1%
Publicly traded stock -0%..-1,5%
Sdary -0% .. +12%
Other types of collaterd (including bank deposits, etc.) -0% ... -4%

It is necessary to mention, that not al banks dlowed the posshbility of decreasing
loan interest rates. Multiple banks have indicated that it would be dependent on the status
of the client and the outcome of talks.

From Table 7 it is possble to see that the largest decreases in the interest rate are
possble if red edate is offered as collatera (with the exception of category of “other
collaterals’, which includes such absolutdy liquid collaterds, as, for example, the
deposits in the bank). This is easly explanable by the regpidly risng prices of the red
estate and well established secondary market.

Commercid banks are dso quite lenient, if the proposed collatera for the loan is a
type of registered pledge. Banks are ready to decrease the loan interest rate by up to 2%,
depending on the type of the movesable property pledged. Banks give the lowest discounts
on the interest rates for loans, which are secured with the less liquid pledges, for example,
“other movegble property” usudly includes items, which are quite specific and therefore

lessliquid.

® Results are summarized based on the questionnaire.
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2.3.2. The Possible L oan Amount Depending on the Type of the Collateral
Replies of the respondents to the question deding with the rdaionship of the
possble loan amount and the type of collaterad are summarized in Table 8 It has to be

noted, that al of the respondents alowed sgnificant differences in the possible loan
amount in ther answers — on average a difference of 20% with the same types of
collaterdl.

Table8
Variability of Loan Amountsby the Type of Collateral in Latvian Banking
System (31.03.2003)"

Type of Collateral Possible Loan Amount
(from —to, % value of
collateral)
Red estate 70% - 85%
M oveable property (registered pledge),
including:
motor vehicles 50% - 90%
inventories 50% - 60%
production machinery 50% - 80%
other moveable property 50% - 60%
Publicly traded stock 70% - 95%
Sday 40% - 300%
Other types of collateral (including bank deposts, 10% - 100%
etc.)

From Table 8one can see that different categories of the registered pledge
(trangport vehicles and production machinery) overadl dlow obtaining the same amounts
of financing as other types of collaterd. The financing that it is possble to atract usng
inventories and machinery for a pledge is dightly lower. Smilaly as with the interest
rates, the cause of this is the gpecific naure of these collateras — for ingance the
inventories of raw materials can be much harder to sdll than the red edtate.

2.3.3. Using Different Types of Collateralsfor Different Types of L oans

In order to determine what collaterds are used for different types of loans, the
possible |oan options has been divided by two different criteria:
- by term — short-term and long-term loans;

" Results are summarized based on the questionnaire.
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- by objectives

* mortgageloan —for acquiring red edate;

* indudtrid loan — to acquire production machinery or develop
production;

= commercid loan — to increase the amount of current assets,

= ovedraft — a sndl line of credit, secured by sdary and used for
different purposes;

= consumer loan — intended for private entities for purchase of durable
goods and other smilar purposes,

» finandd leasng — renta with the rights to purchase;

Differently, from the questions, discussed above, in this question respondents were
offered only two types of collaterds — registered pledge or any other collateral. Not al
banks decided to respond to this question.

The answvers of the respondents to the question about divison of collaterds
between the short-term and long-term, are summarized in Table 9.

Table9
The Compostion of Callateralsin the Long-term and
Short-term Loansin Latvian Banking System
(31.03.2003)®
Type of Collateral
Registered Pledge Other Collaterals
Long- Short- Long-term | Short-term
term loans term loans loans
loans
The proportion of total
collaterals,% 15%- 50% | 0%- 70% | 50%- 85% | 30%- 100%
(from - to)

From Table 9 it is possble to see, that registered pledge is currently more popular
for short-term loans, athough some banks refuse to consider it for securing short-term
loan a dl. For long-term loans, other types of collaterds are likely to be used, most
likely red edtate.

8 Results are summarized based on the questionnaire.

40




Collateralsin the Secured Loansin
L atvian banking system (31. 03. 2003.)°

Table 10

Type of Total Including
Secured Loan | collateral | Registered Other types of
S Pledge, % collaterals, %

Mortgage Loan 100% 0% - 13% 100%- 87%
Industrid Loan 100% 2% - 41% 98% - 59%
Commercid 100% 30% - 60% 70% - 40%
Loan
Overdraft 100% 0% - 28% 100% - 72%
Consumer 100% 0% -50% 100% -50%
Credit
Financid 100% 0% -99% 100%-1%
Leasng
Other Typesof | 0%-100% | 0%- 34% 0% - 66%
Loans
Factoring 0%-100% | 0% - 56% 0% - 44%

It is possble to see from the data of the Table 10, that registered pledge has
sgnificant weight in the totd loan portfolio crested by Latvian banks. The 0% in the lines
“Other Loans’ or “Factoring” means that not dl of the banks (actudly this is rdaed to
the smaler banks in terms of asset 9ze) provide these sarvices They adso don't use
regisered pledges for services such as overdraft, consumer credit, financid leasng or
mortgage. The results of the questionnaire adso dlow to date, that the larger is the asset
volume of the bank, the more the bank uses registered pledge to secure al kinds of loans.

The data in Table 10 gives the ability to evduate the role of the registered pledge
among other types of collaterals. One can see that its usage varies from 30% to 60% in
the commercid loans and achieves 99% in the financid leasing.

2.3.4. The Weight of Different Collateralsin Bank Collateral Portfolio

The answers of the respondents to the questions about the weight of different
collaterals in the overdl bank collaterd portfolio and the bad debt expense accumulated
with loans secured with those types of collaterds are summarized in Table 11. Severd

® Results are summarized based on the questionnaire.
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banks were ungble to differentiate among the types of registered pledges (vehicles,

inventories, etc.) in their portfolio and therefore only offered a summary answe.

Tablel11

Collateralsin the Bank Collateral Portfolio (31.03.2003)°

Type of Collateral

Proportion of total
collaterals, %

How much bad debts
expenditure has been

(from —to) accumulated for loans
secured with thistype of
collateral relative to the total ?
% (from - to)
1 2 3
Red Edtate 14%- 69% 6% - 58%
Moveable property (registered 16%- 66% 28% - 51%
pledge) total, including:
Transport Vehicles 3%-13% 4% - no data
Inventories 7%-12% 14% - no data
M eans of Production 3% -10% 10% - no data
Other moveable 3% - 60%
property
Stocks quoted on the exchange 1%-29% 1% -3%
Sday 2%-3% 3% -4%
Other types of collaterd (ind. 3%-28% 5% - 43%

depositsin the bank, etc.)

Commenting the informdion in Table 11, it is necessry to mention, that
dthough within the bounds of one bank the totals of second and third columns would be

equa to 100%, after summarizing the responses of all banks it is no longer possible to
achieve 100%, because we only indicate the limits of indicator fluctuation.
It is necessary to note, yet again, a large amount of differences in responses to the

question, for example, the weight of the red edtate in one portfolio is only 14%, whereas

in the other one it reaches 69%.

The weght of registered pledges in bank collaterd portfolios is fluctuating from
16% to 66%, which proves that movesble property has become the most popular type of

collateral. After andyzing the subcategories of registered pledge, one can conclude that
banks accept dl types of registered pledge for collaterd: transport vehicles (3% - 13%),

10 Results are summarized based on the questionnaire.
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inventories (7% - 12%), production machinery (3% - 10%) and other moveable property
(3% - 60%).

The differences in weights are explaindble by the differing loan policies of the
banks and their niches on the loan market. Thus, for example, banks, which place more
atention to financing mortgages will naturdly have higher amount of red edate in ther
portfolio of collaerds. On the other hand, banks, that primarily provide loans of other
nature, use more movesble property to create their collateral portfolio.

After andyzing the maximum amount of accumulated bad debt expenditure for
loans, that were secured by the registered pledge, it is possble to conclude that these
loans overd|l are not riskier or “worse” than the loans that were secured by real estate.
One can seg, that accumulations for loans, which were secured by the registered pledge
can achieve up to 51% of totad accumulations and the same accumulaions for loans
secured by real estate can be as high as 58% of the total.

On the other hand, when andyzing the lower fluctuation limits for these indicators,
one can notice that loans secured by registered pledge have a higher minimum amount of
accumulations (28%), than loans secured by red edtate (6%), which is an evidence of the
fact that full security of the registered pledge system has not yet been achieved.

Taking into account the fact, that registered pledge mechanism is primarily used
for providing loans to businesses and this process has high significance for the
economy of the country (see Part 1.), it is possible to predict, that as the problems of the
registered pledge get solved (see Part 3.), registered pledge will be used to secure loans

even morethan it isused currently.

43



3. The Problems of Registered Pledge System and Possible
Solutions

After summarizing the results of the above-mentioned questionnaire from Lavian
banks, as wdl as reviewing the literature on registered pledges, it is possble to point our
a sies of problems, which prove that, there is a necessty for improving registered
pledge legidation and clarifying certain implementation aspects of registered pledges.

In this research the problems that are related to improving the legislation are
divided into two groups.

- problems rdated to registering the pledge;
- the problems of harmonizing registered pledges with other ways of pledging.
Problems, which arerelated to organizational aspectsare discussed separately.

3.1. The Problems of Pledge L egislation

3.1.1. The Problems of Registering a Pledge

> Listing the Property that is Subject to Registration in the Law on Registered Pledges

The Law on Registered Pledges does not exhaustively list types of property, which
are subject to registration (Article 1.1.3).

Therefore the parties to the contract might encounter difficulties rdaed to
pledging the property that is subject to regidtration, because the Article 10.3 of the
Law dates, thet, in case, dl of the property belonging to the business is being pledged,
everything that is subject to regidraion has to be shown on the gpplication for
regidration separately. Otherwise the property that is subject to registration is not
congdered pledged. An exhaudtive ligting of types of property that are subject to
regigration is aso important due the Article 34 of the Law, which makes the person
obtaining the property in case of repossesson, to check for the information regarding
the pledge status. It probably would be logical to exhaustively list the property that is
subject to registration in the law, in order to avoid unnecessary conflicts between

the parties to the contract, as to which property is considered pledged and which



isn’t. Conflicts like that might cause distrust of registered pledge mechanism and

additional workload for the courts. [4].

» Claiming the Right to a Pledge
A problem of a sgmilar nature is in the consequences of faling to regiger the

pledge. According to the Law on Registered Pledges, if the parties have sgned a contract
about edtablishing a pledge, however it has not been registered in a due process, the
creditor cannot clam on€'s right to the pledge and the contract is not binding to third
parties, however, the pledge agreement itsef is Hill in force In this case the creditor can
file a persond lawslit agangt the debtor. The subject of the lawsuit is regigration and
none of the sdes can default on its obligations only because of the fact, that the pledge is
not regigered. The right of the primary clam for such a pledge is edablished a the
moment of registration.

It follows from this norm, that even if the pledge is established, by providing its
subject under control of the creditor, the latter cannot utilize ones rights without the
registration. If a direct pledge contract would be signed, this problem would not exist for
the creditor. Therefore this provison of the law essentidly puts the creditor in the worse
position, that if a direct pledge tresty would be signed. This, of course, flies in the face of
the idea of the Law in Regisered Pledges, which is to give the creditor additiond
guarantees rather than taking away some right. Due to these reasons, a correction of the
law would be necessary [4].

Therights of creditors are aso limited by the fact that:

- Other parties can claim property that is the subject of the registered pledge;

- Other parties can ultimately seize property that is subject to registered pledge.
Thusfor example, it is possible to claim stockholder’ s equity that is pledged and
registered in the Pledge Registry. Enterprise Registry (as well as Commercial
Registry) has access to Pledge Registry, therefore this should not be possible

Therefore, in order to provide the creditor with additional guarantees:

- One should equalize the rights of the creditor in case or registered and direct
pledge contracts;

- Onehasto specify the possibilities of claiming the subject of registered pledge;
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- One has to specify the possibilities of claiming the subject of registered pledge

for other parties.

> Possible Obstaclesto Registration

Another important problem, which is reated to the regigration of the pledge is an
inadequate definition of the obstacles to registration. The Law on Registered Pledge
dates that it is not possble to register the pledge, if one discovers lega obstacles to
establishing aregigration. In the Law these obstacles are defined as follows:

the debtor is declared insolvent, except when the pledge is made by the

adminigrator;

pledge registry contains a record forbidding repested pledging of property;

not dl of the required documents ae submitted or they do not correspond to the

requirements of the law.
However, the law on Registered Pledges does not mention the information obtained in
other regidries as the possble legd obstacle to regidration. This could be important, for
example, if the parts of stockholders equity are being pledged and the database of the
Enterprise registry has no record about the parts belonging to the debtor or the
information about the debtor does not correspond to the information in the Population
Regisry. According to current Law on Registered Pledges, checks that would discover
the above-mentioned fraud attempts, do not have to be performed, even though it would
increase the safety of the system overdl.

Taking into account, that this does not require much legidaive or any other kind of
work, it would be logical to clearly specify that the Pledge Registry when deciding on
the outcome of the registration hasto check against the data in other public registries.
Technicdly it is possble and is actudly usudly done. In addition it would help to update
the databases of other public regigtries with the effects of the newly occurring transaction.
Of course, when solving this problem, we have to caculate the necessary expenditure, for
example, software updates or information exchange as well as to determine the ways to
the source of financing. This could be where the date fee for pledge manipulation could
be applied, which might also require to changes in the legidation on those registries [4].
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» Clarifying Priorities of the Pledges

Yet ancother potentidly problematic fact is that, the Lav determines that when

regidering a pledge, the Enterprise register enters the pledge regidration number,
regidration date and creditor priority, if some property is being pledged repeatedly. The

law does not provide an answer, on how to register a pledge in case if several things

are registered as a part of one pledge, a part of them for the first time and other

repeatedly, without previously specifying a prohibition on repeated pledging. It is

necessary to claify this question in order to make the sysem more secure aganst
fraudulent attempts to pledge property multiple times. [4].

» Other Problems of Registration

Article 48 pat 2.3 of the Law dates. the right to clam a pledge is ove, if: “...five
years have passed since registering a pledge and there is no written notice from
the creditor on prolonging the clam, specifying the extended term. Banks, who
are the typicd creditors believe, that this term has to be extended without any
requirement of notices.

The law adso does not specify, tha when gpplying for changing the terms or
renewing a pledge, Pledge Regisry has to receve the origind regidration
documents to cancel them. As a result both parties to the cortract are left with
invaid documentation. This can potentiadly be abused.

The law should dso specify that only the creditor can recall the already
submitted application for registering a pledge.

One should darify, whether the renewed pledge should be registered as a new
agreement or as a change in the terms of the original registration agreement.
The questions on pledge priorities have to be resolved, because in practice there
are often cases, when pledge priorities are assigned by the number of creditors
and not by the number of daims.

Findly the law does not provide that in case the property is unjustifiably
claimed by another party, the origind clam of the creditor should be trandferred
to any proceeds from that transaction. This limits the rights of the creditor and
decreases the responsibility of the debtor. [4].

47



3.1.2. The Problems of Harmonizing Registered Pledge with Other Types of Pledges

» Relationship Between Reqistered and Other Types of Pledges
Another important realm of problems is the rdationship of the registered pledge to

other types of pledges. For example, different types of pledges with different legidative
basis in different laws can be established on the same transport vehicle the pledge can
be established by the Law on Road Traffic, as well as by the Law on Registered Pledges.
In addition the laws don't dealy specify the priority of one method over another.
Currently, the Enterprise Regisiry has prepared changes in the legidation to exclude the
ability to register a pledge outside the Enterprise Registry framework. [4].

> Priority of the Registered Pledge Over the Other Ones
The Law on Registered Pledge dates that registered pledge has the priority over the
unregistered one. The Law does not clearly specify that registered pledge has a priority

over any pledge, which is not registered in a due process. This could be important, for
example, in the following, currently hypotheticd case if any movesble property regidiry,
acting on request of the owner of the property had included in its database the
information on that property being pledged and made a corresponding remark on the
contract itsdf. Such a possbility is not cealy defined in the law, but is dso not
prohibited. Such a pledge, however, cannot be consdered to be registered the way the
Law on Registered Pledges understands it, because this regigtration is not founded in that,
however the law should probably be clarified. [4].

Both of the problems above could be solved by preventing other registries to

register pledges, which have not previously been registered in the Pledge Registry.

> Reqistration of Pledged Transport Vehicle in RTSD (Road Traffic Safety Director ate)
In cases, when the subject of the pledge is a transport vehicle, which is regisered in

RTSD, the personne of RTSD do not have aunified opinion on the following questions:

1. If the regidgration of a trangport vehicle is changed to the new owner (if the creditor
has used the right to sdl the subject of the pledge for a free price without mediation
of the court and organizing the auction). Who should sgn the act of change of
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ownership — the creditor and the new owner or the debtor and a new owner with the
acceptance of the creditor?

If the exiding pledged transport vehicle regidration is erased from the RTSD
database, should the note of the pledge reman until re-regisering the vehide to a
new owner or should it be erased with the deletion of the existing registration?

Whether the debtor can register pledged transport vehicle (not previoudy registered
in RTSD) for another person, without an agreement from the creditor?

RTSD database has to be more organized, because there are often problems with
prohibitions to pledge, which have been erased in a due process, but persist in the
database.

One has to decide if traffic violations of a driver should be classfied as obstacles to
the pledging of acar.

3.2. Organizational Problems

>

In the operation of pledge registry:

- more precise information is required about the number of documents and what
they should contain to register apledge;

- it is impossble to submit gpplications in the dectronic form. A new sysem of
€lectronic documents is necessary;

- it is impossble to register a pledge quicker than 5 days even for an additiond
paymen.

In Supervision and Monitoring of Pledges:

- Goods, that are accepted as pledges, are easly moveable and something like their
fraudulent sdl-off is basicaly impossible to contral;

- Debtor can fraudulently change the newest pledge subject to the physcaly older
one, as long as the subject of the pledge is impossble to identify by serid
numbers or other marks

In Organizing the Auction:

In case of insolvency auctions are organized by the adminigrator or their rules are
agreed with the adminigrator. The adminigrator can aso fredy manage the funds

obtained from the auction.
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In Fulfilling Obligations of a Business (providing a pledge):

Businesses don't dways present the necessary documents to the Bank in a timely
manner;

Businesses don't provide the ability for Banks representatives to check property
on-gte;

It is sometimes difficult to get an insurance extension from the debtor;

Pledged property can be overvalued (when vauaor provides an evauation
according to the wishes of the client);

A businessismogt likely to experience problems fulfilling obligations to the

bank, if it actudly becomes insolvent. Therefore dmost dl the advantages of

creditor, holding a pledge, are lost as soon as the bankruptcy isfiled — that isthe

bank loses the ability to control and quickly sdll off the pledge. In casethe

businessisin bankruptcy, the action of the bank, even as a secured creditor is

limited and dependent on the goodwill of the adminigtrator. We propose to

implement changes in the Law on Bankruptcy, which would correct the above-

mentioned drawbacks.
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Summary
After andlyzing the tendencies in Latvian economy, we can conclude that registered

pledge sysdem exets a direct influence in Lavian economic sStudion. As shown in the
research (see Parts 1. and 2.), the development of registered pledge postively influences
different spheres of enterprise and different economic processes:

- theability of the busnessmen to develop their companies using bank loans,

- development of financid market and banking sector,

- anincreasein thetax income of the country,

- economic development and increase in GDP,
Therefore, it is very important to andyze and improve the mechaniam of registered
pledge in order to Stabilize the aready achieved successes and further development.

The andyss of the results of the questionnaire on registered pledge sysem and its
impact for Latvian commercid banks (see Tables 6 through 11) dlow to conclude, that
ka even though registered pledge is a popular type of collaterad for loans, the safety of
registered pledge system if not yet fully achieved.

Taking into account the fact, that registered pledge mechanism is primarily used
for providing loans to businesses and this process has high significance for the
economy of the country (see Part 1.), it is possible to predict, that asthe problems of the
registered pledge get solved (see Part 3.), registered pledge will be used to secure loans
even morethan it isused currently.

After summarizing the results of the above-mentioned questionnaire from Lavian
banks, as wdl as reviewing the literature on registered pledges, it is possble to point our
aseries of problems, which prove that, there is a necessity for:

- improving registered pledge legidation
- daifying certain implementation aspects of registered pledges.

Suggestions
1. In order for contract participants to avoid difficulties in deciding what is subject

to regidration and what is't as wel as unnecessary conflicts rdlated to pledging
the property that is subject to registration, which may cause decreased trust in
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registered pledge and additional work for the courts, it would be logical to clearly

specify everything subject to registration in the law;

. To provide additiona guarantees to the creditor:

- Oneshould equalize the rights of the creditor in case of registered and
direct pledge contracts,

- Onehasto specify the possibilities of claiming the subject of registered
pledge;

- One hasto specify the possibilities of claiming the subject of registered
pledge for other parties.

. To complement the ligt of legd obstacles to regidration of the pledge it would be

logical to clearly specify, that Pledge Registry has to check the data in other

public registries when deciding on the registration of the pledge.

. Toavoid unjudtifiably limiting the rights of the creditor:

- Theterm for registered pledge has to be extended in the Article 48, Part 2.3
of the Pledge Law;

- Thelaw hasto specify, that when applying to renew or change the pledge,
Pledge Registry has to be provided with the original pledge registration
document to cancel it;

- Thelaw hasto provide that the application for registering a pledge can be
recalled only by the creditor;

- Onehasto evaluate the question of pledge priorities, because in practice
there are often cases, when priorities are assigned by the number of
creditors, rather than by the number of demands;

- Thelaw hasto provide that in case of unjustified repossession of the pledge
the claim to the pledge should transfer to the reward obtained by the other
creditor.

. In order to harmonize the links between registered pledge and other ways or

pledging one should exclude the possibility to register collateral in other

registries, which would not be a registered pledge.

. Organizationa problems have to be solved, by contacting gppropriate ingtitutions:

Road Traffic Safety Directorate, Pledge Registry, and businesses.
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Appendix 1
The Questionnair e of the Association of Commer cial Banks of L atvia

resear ch project , Registered Pledge System in L atvia”

The Aim of the Resear ch:

To dudy the system of registered pledges in Latvia, identify its drawbacks and develop
recommendations, which would permit banks to be more successful in utilizing pledges
in their operation.

Asociation of Commercia Banks of Latvia is asking the bank specidists to respond to
the questions below until June 9™, 2003, the next mesting of the auditor committee.

Pease send the questionnaire with your responses eectronicaly to the following
addresses: zanete@banakasoc.lv, or lilija@bankasoc.lv

Taking into account, the practicd meaning of this research for the banks and the
expressed interest, the summarized results will be discussed in the Associaion of
Commercia Banks of Latvia, by inviting gppropriste specidids — auditors, loan
specididts, lawyers, etc. The date of the event will be announced by e-mall.

Summarized results of the research will be avallable to al commercid banksin Latvia

Questions are approved by Evija Soka, Chairman of the ACBL auditor committee.

The research is organized by the Chair of the ACBL study and consultation center, Lilija
Babre.

The research is managed, theoretica and practical part developed by Svetlana Saksonova,
Ph. D. Economics, lecturer a the Univerdty of Latvia Inditute of Finance and ACBL
Study Center

Directionsfor the questionnaire:

Statigtical information in the tables should be provided on March 31, 2003.

Use whole percentages for tables or round with the precision of 5%.

If it's impossble to provide any data, please comment it in the remarks on the
appropriate tables.

1 please note, that the questionnaire was originally developed in Latvian only.
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1 Please arrange the criteria offered in the Table by their importance in the
decison of providing aloan (1 —the most important, 5—the least important)!

Criterion 1 2 3 4 5

The business plan of the dlient

The credit history of the client

The type of collaterd offered (red estate, register ed
pledge, deposit, etc.)

Theindudlry of the dient

The income flow of the dient

Remarks:

2. Please evaluate the influence of the types of collateral on making the following
decisons (empty table columns) (assuming, that loan terms, amounts, revenue
streams and other important factor s are equal)!

By how much percent What isthe maximum
Typeof Collateral can thestandard possible amount of loan (% of
interest rate be lowered the value of the collateral)?
with thistype of
collateral?

Red ettate

Moveable property
(registered pledge),
induding:

motor vehicles

inventories

machinery

other moveable
property

Publicly traded stock

Sdary

Other types of collatera
(including bank deposits,
etc.)

Remarks:
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3. Please evaluate the following types of collateral by the criteria specified in Table
columns.

Proportion of total How much bad
Typeof Collateral collaterals, % debts expenditure
(from —to) has been
accumulated for
loans secur ed with
thistype of
collateral relative
tothetotal? %
(from - to)
Red edtate
Movesble property
(registered pledge),
induding:
motor vehicles
inventories
machinery
other moveable
property
Publicly traded stock
Sdary
Other types of collatera
(induding bank
deposits, etc.)
Total: 100% 100%
Remarks:
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4. Pleasefill in thetable below, approximating which collaterals are used for what
kinds of loans (by terms and groups)!

Type of Secured Total Including
L oan collaterals | Registered Other types of
Pledge, % collaterals, %
Mortgage Loan 100%
Industrid Loan 100%
Commercid 100%
Loan
Overdraft 100%
Consumer Credit 100%
Fnancid 100%
Leasng
Other Types of 0%-100%
Loans
Factoring 0%-100%
Remarks:

5. Please namethecriteriathat are used to evaluate the suitability of theregistered
pledge for providing aloan and deter mining the loan amount.

6. Namethereasonsfor not accepting the pledge as collateral.
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7. Namethe problemsin the Latvian registered pledge system and itsinteraction
with banks, that are, in your opinion, unsolved.

In Legidation:

In the operation of Pledge Registry:
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In controlling and managing registered pledges:

In the operation of the court system:

In organizing the auction:

In obligations of a company, pledge provider

In other aspects:
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8. Do you have any suggestions of what and how can beimproved in the registered
pledge system?

9. What kind of help (educational or other) could ingtitutions such as ACBL,
FCMC and others (which?) provideto the commercial banks, so that the system
of register ed pledges would develop and oper ate even better?
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